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OATH OR AFFIRMATION

I. Peter McNierney B ] . swear (or alfinn) that. to the best of
my knowledge and beliel the accompanying nnamnl statement and supporting schedules pertaining to the firm of

~ First Albany Capital Inc. . as
of December 31 o ) L2000 . are true and correct. [ further swear {or aflirm) that

neither the company ntor any parnner. proprictor. principal officer or director has any proprietary interest in any account

classified solely as that of a customer. except as follows:

Signature

President and C.E.O.
Tile

Notary Public

This report ¥* coutains tcheck all applicable boxes):
& (a) Facing fage
I (h) Statement of Financial Condition.
Gl (¢) Statement of Income {L.oss).
Gl (d) Statement o Changes in Financial Condition.
Gl (e} Statement of Chanpes in Stockholders™ Equity or Partners’ or Sole Proprietors’ Capital.
GJ (1) Statement of Changes in Liabilities Subordinated to Claims of Creditors.
[l {2) Cowmputation ol Net Capital.
I {h) Computation for Determination ol Reserve Requirements Pursuant to Rule 13¢3-
|
O
O
[
a
O
X
*

'..)

f}

{i} Intormation Relating to the Possession or Control Requirements Under Rute 13¢3-3

{it A Reconciliation, including appropriate explanation ot the Computation of Net Capltal Under Rule [5¢3-3 and the
Computation for Detennination ol the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

(k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

{h An Qath or Altirmation.

{m)Y A copy of the SIPC Supplemental Report.

{n) A report deseribing any material inadegquacies lound 1 exist or found to have existed since the date of the previous audit,

(0) Independent Auditor’s report on internal accounting control.
For conditions of confidentiad treatment of certuin portions of this fiting, sec section 2401 7a-3fei(3).




PRICEAATERHOUSE(COPERS

PricewaterhouseCoopers LLP

677 Broadway

Albany, NY 12207
Telephone (518) 462 2030
Facsimile (518) 427 4499

Report of Independent Auditors

To the Board of Directors and Shareholder of
First Albany Capital Inc.

In our opinion, the accompanying statements of financial condition and the related statements of
operations, changes in stockhoider's equity, cash flows and changes in subordinated debt present
fairly, in all material respects, the financial position of First Albany Capital Inc. (the "Company") at
December 31, 2006 and 2005, and the results of its operations and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the United States of America.
These financial statements are the responsibility of the Company’s management. Our responsibility is
to express an opinion on these financial statements based on our audits. We conducted our audits of
these statements in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing
the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonab basis for our
opinion.

O

As disclosed in footnote 9 to the financial statements, the Company has had significant tfansactions
with related parties.

As disclosed in footnote 12 to the financial statements, in 2006, the Company adopted Financial
Statement Accounting Standards Board Statement No. 123(R) - Share Based Payments.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements
taken as a whole. The information contained in schedules |, [A, |l and lll is presented for the purposes
of additional analysis and is not a required part of the basic financial statements, but is supplementary
information required by Rule 17a-5 under the Securities Exchange Act of 1934. Such information has
been subjected to the auditing procedures applied in the audit of the basic financial statements and, in
our opinion, is fairly stated in all material respects in relation to the basic financial statements taken as a
whole.

Ficewotehosee Cogase. 1y

Albany, New York
February 16, 2007




PRICEAVATERHOUSE( QOPERS

PricewaterhouseCoopers LLP

677 Broadway

Albany, NY 12207
Telephone (518) 462 2030
Facsimile {518) 427 4499

Report of Independent Auditors on Internal
Control Required By SEC Rule 17a-5

To the Board of Directors and Shareholders of
First Albany Capital Inc.

In planning and performing cur audit of the financial statements of First Albany Capital Inc. {the
“Company”) as of and for the year ended December 31, 2006, in accordance with auditing standards
generally accepted in the United States of America, we considered the Company's internal control over
financial reporting {internal control) as a basis for designing our auditing procedures for the purpose of
expressing our opinion on the financial statements, but not for the purpose of expressing an opinion on
the effectiveness of the Company's internal control. Accordingly, we do not express an opinion on the
effectiveness of the Company's internal control.

Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission (the “SEC"}), we have
made a study of the practices and procedures followed by the Company, including consideration of control
activities for safeguarding securities. This study included tests of compliance with such practices and
procedures that we considered relevant to the objectives stated in Rule 17a-5(g), in the following:

1. Making the periodic computations of aggregate debits and net capita! under Rule 17a-3{(a}{(11) and the
reserve required by Rule 15¢3-3(e);

2. Making the quarterly securities examinations, counts, verifications, and comparisons, and the
recordation of differences required by Rule 17a-13;

3. Complying with the requirements for prompt payment for securities under Section 8 of Federal
Reserve Regulation T of the Board of Governors of the Federal Reserve System; and

4. Obtaining and maintaining physical possession or control of all fully paid and excess margin securities
of customers as required by Rule 15¢3-3.

The management of the Company is responsible for establishing and maintaining internal contro! and the
practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates
and judgments by management are required to assess the expected benefits and related costs of controls
and of the practices and procedures referred to in the preceding paragraph, and to assess whether those
practices and procedures can be expected to achieve the SEC's above-mentioned objectives. Two of the
objectives of internal control and the practices and procedures are to provide management with
reasonable, but not absolute, assurance that assets for which the Company has responsibility are
safeguarded against loss from unauthcorized use or disposition, and that transactions are executed in
accordance with management's authorization and recorded properly to permit the preparation of financial
statements in conformity with generally accepted accounting principles. Rule 17a-5(g) lists additional
objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in internal control and the practices and procedures referred to above,
error or fraud may occur and not be detected. Also, projection of any evaluation of them to future pericds




is subject to the risk that they may become inadequate because of changes in conditions or that the
effectiveness of their design and operation may deteriorate.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the entity's ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more
than a remote likelihood that a misstatement of the entity's financial statements that is more than
inconsequential wili not be prevented or detected by the entity's internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results in
more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity's internal control.

Our consideration of internal control was for the limited purpose described in the first and second
paragraphs and would not necessarily identify ali deficiencies in internal control that might be material
weaknesses. We did not identify any deficiencies in internal control and control activities for safeguarding
securities that we consider to be material weaknesses, as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the
Securities Exchange Act of 1934 and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects, indicate a material inadequacy for such purposes.
Based on this understanding and on our study, we believe that the Company's practices and procedures
were adequate at December 31, 2006 to meet the SEC's objectives.

This report is intended solely for the information and use of the Board of Directors, management, the SEC,
the New York Stock Exchange, the National Association of Securities Dealers, and other regulatory
agencies that rely on Rule 17a-5(g) under the Securities Exchange Act of 1934 in their regulation of
registered broker-dealers, and is not intended to be and should not be used by anyone other than these
specified parties.

&‘C&w L2 Lotian GD,GI(__ Lep

Albany, New York
February 16, 2007
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Report of Independent Auditors

To the Board of Directors and Shareholder of
First Albany Capital Inc.

In our opinion, the accompanying statements of financial condition and the related statements of operations, changes in
stockholder's equity, cash flows and changes in subordinated debt present fairly, in all material respects, the financial
position of First Albany Capital Inc, (the "Company") at December 31, 2006 and 2005, and the results of its operations
and its cash flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America. These financial statements are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these financial statements based on our audits. We conducted our audits of these statements
in accordance with auditing standards generally accepted in the United States of America. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement preseation. We believe that our audits provide a reasonable basis for our
opiniot.

As disclosed in footnote 9 to the financial statements, the Company has had significant transactions with related parties.

As disclosed in footnote 12 to the financial statements, in 2006, the Company adopted Financizl Statement Accounting
Standards Board Statement No. 123(R) - Share Based Pavments.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as a whole. The
information contained n schedules I, 1A, IT and HI is presented for the purposes of additional analysis and is not a
required part of the basic financial statements, but is supplementary information required by Rule 17a-5 under the
Securities Exchange Act of 1934, Such Information has been subjected to the auditing procedures applied in the audit of
the basic financial statements and, in our opinion, is fairly stated in all matenal respects in relation to the basic financial
statements taken as a whole.

PricewaterhouseCoopers LLP
February 16, 2007




STATEMENTS OF FINANCIAL CONDITION
{In thousands of dollars)

December 31 December 31
2006 2005
ASSETS
Cash 5 1,566 3 1,209
Cash and securitics segregated under federal regulations 5,200 7,100
Sceurities purchased under agreements to resell 14,083 27,824
Receivables from:
Brokers, dealers and clearing agencics 10,401 35,996
Customers 2,898 5,346
Affiliates 156 2,200
Others 5,792 5,603
Sccuritics owned, at market value 187,774 190,104
Other asscts 1,846 2,127
Total assets $ 229716 $ 277,569
LIABILITIES AND STOCKHOLDER’S EQUITY
Liabilities
Short-term bank loans S 128,525 $ 150,075
Pavables to:
Brokers, dealers and clearing agencies 5,258 4,636
Customers 1,153 3,263
Parent and affiliates 3,524 6,015
Others 6,871 12,618
Securities sold, but not yet purchased, at market value 15,989 28,439
Accounts payable 2,689 3,127
Accrued compensation 26,960 22,734
Accrued expenses 2,979 2,833
Total liabilities 193,948 233,740
Subordinated debt 4,424 5,307
COMMITMENTS AND CONTINGENCIES
Stockholder’s equity
Preferred, voting, 6% cumulative, $10 par value;
authorized 20,000 shares; none 1ssucd
Common, voting, §.01 par value;
authorized 5,000,000 shares; 104G issued and
outstanding
Additional paid-in capital 32,731 24,699
{Accumulated deficit)/Retained earnings (1,387) 13,823
Total stockholder’s cquity 31,344 38,522
Total liabilities and stockholder’s equity 3 229,716 3 277,569

The accompanying notes are an integral
part of these financial statements




STATEMENTS OF OPERATIONS
(In thousands of dollars)

December 31 December 31
2006 2005

Revenues

Commissions $ 11,684 b 17,513

Principal transactions, net 45,265 38,551

Investment banking 46,794 47,073

Interest income 8,680 8,767

Fees and other 908 6,463
Total revenucs 113,331 118,367

Interest expense 8,566 6,864
Net revenues 104,765 111,503
Expenses, excluding interest

Compensation and benefits 84,427 83,515

Clearing, settlement and brokerage costs 5,952 8,313

Communications and data processing 10,926 11,533

Occupancy and depreciation 8,069 8,013

Selling 3,810 4,862

Other 4,569 3312
Total expenses, excluding interest 117,759 119,548
Loss from continuing operations,

before income taxcs (12,994) {8,045)
Income tax expense - 11,965
Loss from continuing operations (12,994) (20,010)
Loss from discontinued operations, net of taxes (2,587) (6,475)
Loss before cumulative effect of accounting change (15,581) (26,485)
Cumulative effect of accounting change,

(net of taxes S0 in 2006)(scc “Benefit Plans™ note) 371 -
Net loss 3 (15,210) 5 {26,485)

The accompanying notes are an integral
part of these financial statements




STATEMENTS OF CHANGES IN STOCKHOLDER’S EQUITY
{In thousands of dellars, except for number of shares)

Common Stock Additional (Accumulated
Deficity/
Paid-In - Retained
Shares Amount Capital Eamings Total
Balance, December 31, 2004 100 S - S 16,503 5 43,566 § 060,069
Net loss (26,485) (26,485)
Dividends paid — Parent {3,258) (3,258)
Capital contribution — Parent 8,196 8,196
Balance, December 31, 2005 100 - 24,699 13,823 38,522
Net loss (15,210} (15,210}
Capital contribution - Parent 8,032 8,032
Balance, December 31, 2006 100 5 - $ 32,731 $ (1,387) S 31344

The accompanying notes are an integral
part of these financial statements




STATEMENTS OF CASH FLOWS
(In thousands of dollars)

Year Ended Y ecar Ended
December 31 December 31
2006 2005
CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss $ (15210) (26,485)
Adjustments to reconcile net loss to net cash
provided by (used in) operating activitics:
Deferred income taxes - 10,141
(Increase) decrease in operating assels:
Cash and sccurities segregated under federal
regulations 1,900 (7,100}
Securities purchased under agreements to reseli 13,741 7,204
Net reccivable from brokers, dealers and
clearing agencics 26,217 12,594
Net receivable from customers 338 (392)
Securities owned and securities sold, but
not yet purchased, net (10,120) {12,986)
Other asscts 281 404
Increase (decrease) in operating labilities:
Net payable to others (1,855) 1,466
Accounts payable and accrued expenses 3,934 (10,007}
Net cash provided by (used in) operating activities 19,226 {25,161)
CASH FLOWS FROM FINANCING ACTIVITIES:
Payable to Parent and affiliates, net (447} 1,594
(Repayment of) proceeds from short-term bank loans. (21,550} 10,200
net
Payments on subordinated debt (1,288} {1,125)
Proceeds from subordinated deb: 405 1,612
Net (decrease) increase in drafts payable (4,021) 8,215
Capital contribution from Parent 8,032 8,196
Dividends pmid to Parent - (3,258)
Net cash {used in) provided by financing activities (18,869) 25,434
INCREASE IN CASH: 357 273
CASH AT BEGINNING OF THE YEAR: 1,209 936
CASH AT END OF THE YEAR: 5 1,566 1,209
SUPPLEMENTAL CASH FLOW DISCLOSURES:
Income tax payments $ 26 437
Interest payments 5 8,596 6,572

The accompanying notes are an integral
part of these financial statements




STATEMENTS OF CHANGES IN SUBORDINATED DEBT

(I thousands of dollars)

Subordinated debt at December 31, 2004 5 4,820
Increases: L 612
Issuance of new subordinated debt ’

Decreases:

Payment of subordinated debt {1,125)
Subordinated debt at December 31, 2005 5,307
Increases:

Issuance of new subordinated debt 405
Decreases:

Payment of subordinated debt (1,288)
Subordinated debt at December 31, 2006 s 4,424

The accompanying notes are an integral
part of these financial statements




NOTES TO FINANCIAL STATEMENTS

NOTE 1. Significant Accounting Policics

First Albany Capital Inc. (the Company) is a whotly owned subsidiary of First Albany Companies Inc. (the Parent). The
Company 1s a broker-dealer registered with the Securities and Exchange Commission (SEC) and is a member of the
National Association of Securities Dealers, Inc., the New York Stock Exchange and various other exchanges. The
Company’s primary businesses include securities brokerage for institutional customers and investment banking services
to corporate and public clients primarily in the United States. Additionally, the Company engages in market-making and
trading of corporate, government aud municipal securities primarily in the United States.

Liguidity and Net Capital

The Company has experienced recurring losses. Continuing losses will impact the Company's liquidity and net capital.
Management's plans in this regard include increasing revenue and reducing cash compensation and benefit costs by
restructuring incentive compensation. Based upon management's plans, management believes it will have adequate
resources and regulatory capital to continue operations for at least the next twelve months. However, there can be no
assurance that management’s plans will be achicved and accordingly comtinued losses could adversely effect the

Company's liquidity and net capital.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States
of America requires management to make ¢stimates and assumptions that affect the reported amount of assets and

liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Securitiecs Transactions

Commission income from customers’ securities transactions and related clearing and compensation expenses are
reported on a trade date basis. Profit and loss arising from securities transactions entered into for the account of the
Company are recorded on trade date and are included as revenues from principal transactions. Unrealized gains and
losses resulting from valuing marketable securities at market value and securities not readily marketable at fair value as
determined by management are also included as revenues from principal transactions. Open equity in futures is recorded
at market value daily and the resultant gains and losses are included as revenues from principal transactions.

Investment Banking

Investment banking revenues include gains, losses and fees, net of transaction related expenses, arising from securities
offerings in which the Company acts as an underwriter. Investment banking management fees are recorded on offering
date, sales concessions on trade date, and underwriting fees at the time income is reasonably determinable. Investment
banking revenues also include fees earned from providing merger, acquisition and financial advisory services and are
recognized as services are earned.

Resale and Repurchase Agreements

Transactions involving purchases of securities under agreements to resell or sales of securities under agreements to
repurchase are accounted for as collateralized financing transactions and are recorded at their contracted resaie or
repurchase amounts plus accrued interest. 1t is the policy of the Company to obtain possession of collateral with a
market value equal to or in excess of the principal amount loaned under resale agreements. Collateral is valued daily
and the Company may require counter parties to deposit additional collateral or return collateral pledged when

appropriate.

At December 31, 2006, the Company had entered into a number of resale agreements with Mizuho Securities USA and
First Tennessee valued at $14.1 million. At December 31, 2005, resale agreements were valued at $27.8 million. For
both periods, the collateral held by the Company consists of government bonds and was equal to the approximate



principal amount loaned to Mizuho Securities USA and First Tennessee. These resale agreements may be cancelled or
renewed on a daily basis by either the Company or the counter party.

Securities-Borrowing Activities

Securities borrowed are generally reported as collateralized financings and are recorded at the amount of cash collateral
advanced. Securities borrowed transactions require the Company 1o deposit cash or other collateral with the lender. The
Company monitors the market value of securitics borrowed on a daily basis, with additional collateral obtained or
refunded as necessary. The Company no lenger engages in securities lending transactions,

Collateral

The Company receives collateral in connection with resale agreements and securities borrowed transactions. Under
many agreements, the Company 1s permitted to sell or repledge these securities held as collateral and use the securities to
secure repurchase agreements or to deliver 1o counter parties to cover short positions. The Company continues to report
assets it has pledged as collateral in secured borrowing transactions and other arrangements when the secured party
cannot sell or repledge the assets and does not report assets received as collateral in secured lending transactions and
other arrangements because the debtor typically has the right to redeem the collateral on short notice.

Exchange Memberships

Exchange memberships are recorded at cost or, if an other than temporary impairment in value has occurred, at a value
that reflects management’s estimate of the impairment. There is no allowance recorded for impairment.

Drafts Payable

The Company maintains a group of “zero-balance” bank accounts which are included in payables to others on the
Statements of Financial Condition. The balances in the “zero-balance” accounts represent outstanding checks that have
not yet been presented for payment at the bank. The Company has sufficient funds on deposit to clear these checks, and
these funds will be transferred to the “zero-balance™ accounts upon presentment. The Company maintains one “zero-
balance” account which is used as a cash management technique, permitted under Rule 15¢3-3 of the Securities and
Exchange Commission, to obtain federal funds for a fee, which is lower than prevailing interest rates, in amounts
equivalent to amounts in customers’ segregated funds accounts with a bank { See “Cash and Securities Segregated Under
Federal Regulations” Note).

Comprehensive Income

The Company has no components of other comprehensive income; therefore, comprehensive income equals net income.

Derivative Financial Instruments

The Company does not engage in the proprietary trading of derivative securities with the exception of highly liquid
treasury and municipal index futures contracts and options. These index futures contracts and options are used primarily
to hedge securities positions in the Company’s inventory., Futures contracts are executed on an exchange and cash
settlement is made on a daily basis for market movements. Gains and losses on these financial instruments are included
as revenues from principal transactions,

Fees and Other
The Company provides various services to its Parent and affiliates (e.g., executive management services, payroll and
benefits, accounting, internal audit, etc.). The Company’s income related to these services, which is included in fees

and other on the Statements of Operations, was 30.5 million in 2006 and $4.7 million in 2005. As of February 2006,
the Company no longer charges the Parent and affiliates for these services.

Securities Issued for Services

The Parent adopted the recognition provisions of FAS 123 effective January 1, 2003 using the prospective method of
transition described in FAS 148, “Accounting for Stock-Based Compensation-Transition and Disclosure.” Under the fair




value recognition provisions of FAS 123 and FAS 148, stock-based compensation cost as it relates to options is
measured at the grant date based on the Black-Scholes value of the award and is recognized as expense over the vesting
period on a straight-line basis for awards granted after December 31, 2002. Compensation expense for restricted stock
awards is recorded for the fair market value of the stock issued. In the event that recipients are required to render future
services to obtain full rights in the securities received, the compensation expense is deferred and amortized as a charge to
income over the period that such rights vest to the recipient.

Effective January 1, 2006, the Company adopted FAS 123(R). In adopting FAS 123(R), the Company applied the
modified prospective application transition method. Under the modified prospective application method, prior period
financial statements are not adjusted. Instead, the Company will apply FAS 123(R) for new awards granted afier
December 31, 2005, any portion of awards that were granted after January 1, 1995 and have not vested by January 1,
2006 and any outstanding liability awards. The impact of applying the nominal vesting period approach for awards with
vesting upon retirement eligibility and the non-substantive approach was immaterial. Upon adoption of FAS 123(R) on
January 1, 2006, the Company recognized an afler-tax gain of approximately $0.4 million as the cumulative effect of a
change in accounting principle, primarily attribulable to the requirement to estimate forfeitures at the date of grant
instead of recognizing them as incurred. The estimated forfeiture rate for 2006 was 25% (see “Benefit Plan” Note).

Income Taxes

The Company files a consolidated federal and various combined state and local income tax returns with its Parent and
separate lax returns with certain other states and localities. The income tax provision or benefit is computed on a
separate return basis as a member of a controlled group and is allocated to the Company by its Parent.

Under the asset and liability methed, deferred income taxes are recognized for the tax consequences of “temporary
differences” by applying enacted statutory tax rates applicable for future years to differences between financial statement
basis and tax basis of existing assets and liabilities. The effect of tax rate changes on deferred taxes is recognized in the
income tax provision in the period that includes the enactment date.

Fair Value of Financial Instruments

The financial instruments of the Company are reported on the Statements of Financial Condition at market or fair value,
or at carrying amounts that approximate fair values, because of the short maturity of the instruments except subordinated
debt. The estimated fair value of subordinated debt at December 31, 2006, approximates its carrying value based on
current rates available.

Statements of Cash Flows

For purposes of the Statements of Cash Flows, the Company has defined cash equivalents as highly liquid investments,
with original maturities of less than 90 days that are not segregated under federal regulations or held for sale in the
ordinary course of business.

Reclassification

The 2005 Statement of Operations has been reclassified to conform to the 2006 presentation due to the Company
discontinuing its Taxable Fixed Income corporate bond division (see “Discontinued Operations” Note).

NOTE 2. Cash and Securities Segregated Under Federal Regulations

At December 31, 2006 and 2005, the Company segregated cash of $5.2 million and $7.1 million respectively, in a special
reserve bank account for the benefit of custoniers under Rule 15¢3-3 of the Securities and Exchange Commission.
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iNOTE 3}  Receivables From and Payables To Brokers, Dealers and Clearing Agencies

Amounts receivable from brokers, dealers and clearing agencies consisted of the following at:

December 31 December 31
(In thousands of dollars) 2006 2005
Adjustment to record securities owned on a trade date basis, net $ - $ 23,190
Securities borrowed 455 179
Securities fail-to-deliver 3,841 4,086
Commissions reccivable 2,146 2,928
Good faith deposits - 1,112
Deposits with clearing organizations 3,959 4,501
Total $ 10401 $ 3599

Amounts payable to brokers, dealers and clearing agencies consisted of the following at:

December 31 December 31
{In thousands of dollars) 2006 2005
Adjustment to record securities owned on a trade date basis, net b 2,173 5 -
Secunties fail-to-receive 3,085 4,636
Total $ 50258 $ 4636

Proprietary securities transactions are recorded on trade date, as if they had settled. The related amounts receivable and
payable for unsettled securities transactions are recorded net in receivables or payables to brokers, dealers and clearing
agencies on the Statements of Financial Condition,

Receivables From and Payables To Customers

At December 31, 2006, receivables from customers are mainly comprised of the purchase of securities by institutional
clients. Delivery of these securities is made only when the Company is in receipt of the funds from the institutional
clients.

The majority of the Company’s non-institutional customers’ securities transactions, including those of officers, directors,
employees and related individuals, are cleared through a third party under a clearing agreement. Under this agreement,
the clearing agent executes and settles customer securities transactions, collects margin receivables related to these
transactions, monitors the credit standing and required margin levels related to these customers and, pursuant to margin
guidelines, requires the customer to deposit additional collateral with them or to reduce positions, if necessary. In the
event the customer is unable to fulfill its contractual obligations, the clearing agent may purchase or sell the financial
instrument underlying the contract, and as a result may incur a loss.

If the clearing agent incurs a loss, it has the right to pass the loss through to the Company which exposes the Company to
off-balancc-sheet risk. The Company has retained the right to pursue collection or performance from customers who do
not perform under their contractual obligations and monitors customer balances on a daily basis along with the credit
standing of the clearing agent. As the potential amout of losses during the term of this contract has no maximum, the
Company believes there is no maximum amount assignable 1o this indemnification. At December 31, 2006, substantially
all customer obligations were fully collateralized and the Company has not recorded a liability related to the clearing
agent’s right to pass losses through to the Company.
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NOTE 5|  Securities Owned and Sotd, But Not Yet Purchased

Securities owned and sold, but not yet purchased. consisted of the following at December 31:

20006 2005
Sold, But Sold, But
Not Yet Not Yet
{in thousands of dollars) Owned Purchased Owned Purchased
Marketable Securitics
U.S. Government and federal
agency obligations § 10,134 3 15,262 $ 15,595 3 26,723
State and municipal bonds 139.811 26 124,388 128
Corporate obligations 23,059 84 32,775 760
Equity securities 12,989 456 14,667 828
Options 258 161 - -
Not Readily Marketable Securities
Investment securities with
no publicly quoted market 620 - 661 -
[nvestment securities subject
to restrictions 303 - 2,018 -
Total S 187.774 $ 15,989 $ 190,104 $ 28,439

Securities not readily marketable include investment securities (a) for which there i1s no market on a securities
exchange or no independent publicly quoted market, (b} that cannet be publicly offered or sold unless registration
has been effected under the Securities Act of 1933, or {c} that cannot be offered or sold because of other
arrangements, resirictions or conditions applicable o the securities or to the Company.

Short-Term Bank Loans

Short-term bank loans are made under a variety ol bank lines of credit totaling $210.0 million of which $128.5 million is
outstanding at December 31, 2006. These bank lines of credit consist of credit lines that the Company has been advised
are available solely for financing securities inventory, but for which no contractual lending obligation exists and are
repayable on demand. These loans are collateralized by eligible securities, including Company owned securities, subject
to certain regulatory formulas, Typically, these lines of credit will allow the Company to borrow up to 85% to 90% of
the miarket value of the collateral. These loans bear interest at variable rates based primarily on the Federal Funds
interest rate. The weighted average interest rates on these loans are 5.74% and 4.68% at December 31, 2006 and 2005,
respectively. At December 31, 2006, short-term bank loans are collateralized by Company owned securities, which are
classified as securities owned, of $145.1 million.

The Company is contingently liable under bank stand-by letter of credit agreements, executed in connection with office
lease activities, totaling $0.2 million at December 31, 2006. The letter of credit agreements were collateralized by
Company owned securities with a market value of $0.2 million at December 31, 2006.

INOTE 7  Payables To Others

Amounts payable to others consisted of the following at December 31:

(In thousands of dollais) 2006 2005
Draft payables 3 5942 $ 9963
Others 929 2,655
Total $ 6,871 $ 12,618

The Company maintains a group of “zero-balance” bank accounts which are included in payables to others on the
Statements of Financial Condition. Drafts payable represents the balances in these accounts related to outstanding
checks that have not yet been presented for paymeni at the bank. The Company has sufficient funds on deposit to clear
these checks, and these funds will be transferred 1o the “zero-balance™ accounts upon presentment. The Company
maintains one “zero-balance” account which is used as a cash management technique, permitted under Rule 15¢3-3 of




the Securities and Exchange Commission, to obtain federal funds for a fee, which is lower than prevailing interest rates,
in amounts equivalent to amounts in customers” segregated funds accounts with a bank ( See “Cash and Securities
Segregated Under Federal Regulations” Note).

NOTE Commitments and Contingencics

Litigation

In the normal course of business, the Company has been named a defendant, or otherwise has possible exposure, in several
claims. Certain of these are class actions, which seek unspecified damages that could be substantial. Although there can be
no assurance as to the eventual outcome of litigation in which the Company has been named as a defendant or otherwise
has possible exposure, the Company has provided for those actions most likely of adverse disposition. Although further
losses are possible, the opinmon of management, based upon the advice of its attormeys, is that such litigation will not, in the
aggregate, have a material adverse effect on the Company's liquidity, financial position or cash flow, although it could have
a material effect on quarterly or annual operating results in the period in which 1t is resolved.

In the ordinary course of business, the Company is called upon from time to time to answer inquiries and subpoenas on a
number of different issues by self-regulatory organizations, the SEC and various state securities regulators. In recent
years, there has been an increased incidence of regulatory enforcement in the Umited States involving organizations in the
financial services industry, and the Company is no exception. We are not always aware of the subject matter of the
particular inquiry or the ongoing status of a particular inquiry. As a result of some of these inquiries, the Company has
been cited for technical operational deficiencies. Although there can be no assurance as to the eventual cutcome of these
proceedings, none of these inquiries has to date had a material effect upon the business or operations of the Company.

Without admitting or denying any wrongdoing or liability, on December 28, 2006, the Company’s wholly owned
subsidiary, First Albany Capital Inc. (“First Albany™), entered into a settlement agreement with Arthur Murphy, a former
member of the Board of Directors and an Executive Managing Director of the Company in connection with an arbitration
claim that he had filed against First Albany, In connection with his termination of employment by First Albany as
Executive Managing Director, Mr. Murphy filed an arbitration claim against First Albany, Alan Goldberg, former
President and Chief Executive Officer, and George McNamee, Chairman of First Albany Companies Inc. with the
National Association of Securities Dealers on June 24, 2005. The claim alleged damages in the amount of $8 million
based on his assertions that he was fraudulently induced to remain in the employ of First Albany.

Collateral

The Company receives collateral in connection with resale agreements and securities borrowed transactions. Under
many agreements, the Company is permiitted to sell or repledge these securities held as collateral and use the securities to
secure repurchase agreements or to deliver to counter parties to cover short positions., The Company continues to report
assets it has pledged as collateral in secured borrowing transactions and other arrangements when the secured party
cannot sell or repledge the assets and does not report assets received as collateral in secured lending transactions and
other arrangements because the debtor typically has the right to redeem the colateral on short notice.

The fair value of securities received as collateral, where the Company is permitted to sell or repledge the securities
consisted of the following as of December 31:

(In thousands of dollars) 2006 2005
Securities purchased under agreements to resell $ 13,990 $ 27,804
Securities borrowed 442 177
Total $ 14432 $ 27,981

As of December 31, 2006, no collateral had been sold or repledged.

Other

The Company enters into underwriting commitments to purchase securities as part of its investment banking business.
Also, the Company may purchase and sell securilies on a when-issued basis. As of December 31, 2006, the Company
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had $0.4 million in outstanding underwriting commitments and had purchased or sold no securities on a when-issued
basis.

As of December 31, 2006, the Company has guaranteed compensation payments of $10.8 million payable over the next
four ycars related to various compensation ayrangements with its employees.

Related Party Transactions

Securities Transactions

The Company clears securities transactions for its Parent and affiliates, and certain of the Parent’s investments are
managed by an affiliate. Revenues and expenses associated with these transactions are nominal.

Advances

The Company periodically provides advances to its Parent and affiliates or receives advances from its Parent and
affiliates. Typically, advances are to fund certain operating expenses, tax payments and capital purchases. These
advances are included in Receivables from and Payable to Parent and affiliates on the Statements of Financial Condition.

The Company received interest income ($0.1 million in 2006 and $0.2 nullion in 2005) related to advances it provides to
the Parent and affiliates, and interest expense (30.3 million in 2006 and $0.1 million in 2005) related to the advances it
receives from the Parent and affiliates. These amounts are included in either interest income or interest expense in the
Company’s Statements of Operations.

During 2006 and 2005, the Parent sold to the Company certain publicly traded investments, valued at market value on
the trade date, to reduce its hiability to the Company and to contribute additional capital to the Company.

Other

To the extent that employees of the Company participate in certain stock based benefit plans sponsored by the
Company's Parent, the expense associated with these plans is recognized by the Company and either a liability to the
Parent or capital contribution by the Parent is recognized. Any tax benefits related to these benefit plans are also
recognized by the Company.

The Company provides various services to its Parent and affiliates {e.g., exccutive management services, payroll and
benefits, accounting, internal audit, etc.). The Company’s income related to these services, which is included in fees
and other on the Statements of Operations, was $0.5 million in 2006 and $4.7 million in 2005. As of February 2006
the Company no longer charges the Parent and affiliates for these services.

Leases

The Company’s headquarters, sales offices and certain office and communication equipment are leased by the Parent
under nencancellable operating leases, certain of which contain escalation clauses that expire at various times through
2015. Certain leases also contain renewal options. The Company is charged by the Parent for the use of such offices.
The Company’s annual rental expenses relating to these offices for the years ended December 31, 2006 and 2005,
approximated $5.2 million and $5.3 million, respectively.
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The Parent’s future minimum annual lease payments, net of sublease rental income related to offices used by the
Company are as follows:

Future Minimum Sublease Net
LLcuse Payments Rental Lease
{In thousands of dollars) Income Payments
2007 3 6,763 5 1,126 5 5,637
2008 5310 809 4,501
2009 2,462 100 2,362
2010 2,361 100 2,261
2011 2,366 100 2,266
Thereafter to 2005 6,607 191 6,416
Total 3 25,869 S 2,426 3 23,443

Additionally, the Company paid the Parent annual rental expenses of $2.5 miullion and $3.0 million under a month-to-
month agreement for office equipment and leasehold improvements in 2006 and 2005, respectively.

Subordinated Debt

A select group of management and highly compensated employees are eligible to participate in the First Albany
Companies Inc. Deferred Compensation Plan for Key Employees (the “Plan”). The employees enter into subordinate
loans with the Company to provide for the deferral of compensation and employer allocations under the Plan. The
accounts of the participants of the Plan are credited with earnings and/or losses based on the performance of various
investment benchmarks selected by the participants. Maturities of the subordinated debt are based on the distribution
election made by each participant, which may be deferred to a later date by the participant. The amount of subordinate
loans under the Plan at December 31, 2006 was $4.4 million.

Principal debt repayment requirements as of December 31, 2006, are as follows:

(In thousands of dollars)

2007 $ 1,462
2008 1,299
2009 465
2010 287
2011 108
2012102016 803

$ 4,424

The New York Stock Exchange has approved the Company’s subordinated debt agreements disclosed above. Pursuant
to these approvals, these amounts are allowable in the Company’s computation of net capital (see Schedule I -
“Computation of Net Capital Under Rule 15¢3-1"),

Income Taxes

The Company files a consolidated federal and various combined state and local income tax returns with its Parent and
separate tax returns with certain other states and localities, The income tax provision or benefit is computed on a
separate return basis as a member of a controlled group and is allocated to the Company by its Parent.

Under the asset and liability method, deferred income taxes are recognized for the tax consequences of “temporary
differences” by applying enacted statutory tax rates applicable for future years to differences between financial statement
basis and tax basis of existing assets and liabilitics. The effect of tax rate changes on deferred taxes is recognized in the
income tax provision in the period that includes the enactment date.
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The income tax provision was allocated as follows tor the years ended December 31:

{In thousands of dollars) 2006 2005
Loss from continuing opcrations $ - $ 11,965
Income (loss} froms discontinued operations - (227)
Parent’s stockholders’ equity - -
Income tax provision S - $ 11,738

The Company did not report a benefit for federal and state income taxes in the 2006 financial statements because the tax
benefit of the loss has been offset by the maintenance of a full valuation allowance.

The components of income taxes attributable to income from continuing operations, net of valuation allowance,
consisted of the following for the years ended December 31:

{In thousands of dollars) 2006 2005
Federal
Current S - $ (@4
Deferred - 9,130
State and Local
Current - (152)
Decferred - 3,031
Total income tax expense (benefit) 3 - $ 11,965

The expected income tax expense (benefit) using the federal statutory rate differs from income tax expense (benefit)
from continuing operations as a result of the following for the years ended December 31:

{(In thousands of dollars) 2006 2005
Income taxes at federal statutory rate $ (4418) $ (2,735}
State and local income taxes, net of federal income

taxcs and state valuation allowance - 1,900
Tax exempt interest income, net (494) (773)
Meals and entertainment 140 236
Other compensation 396 -
Other 275 (368)
Change in federal valuation allowunce 4,101 13,705
Total income tax expense (benefit) $ - $ 11,965

The temporary differences that give rise to significant portions of deferred tax assets and Habilities consisted of the
following at December 31:

{In thousands of dollars) 20006 2005
Investments $ 13 $ 454
Deferred compensation 7,970 8,77t
Deferred revenues (442) -
Accrued liabilities 555 246
Other 183 138
Capital loss carryforwards 1,652 -
Net operating loss carryforward 12,385 6,453
Total deferred tax asset 22316 16,062

Less valuation allowance {22,316) (16,062)
Net deferred tax asset $ - 3 -

The Company has recorded a valuation allowance at December 31, 2006 and 2005 as a result of uncertainties related
to the realization of its net deferred tax asset. The valuation allowance was established as a result of weighing all
positive and negative evidence, including the Company’s history of cumulative losses over the past three years and the
difficulty of forecasting future taxable income. The valuation allowance reflects the conclusion of management that it
is more likely than not that the benefit of the deferred tax assets will not be realized. The Company recorded a net
change in its deferred tax valuation allowance in 2006 of $4.2 million. At December 31, 2005, the Company recorded




a valuation allowance of approximately $18.1 million, including deferred tax assets of $2.0 million settled with the
Parent.

At December 31, 2006 and 2003, respectively, the Company also had certain gross deferred tax assets of $0.0 million
and $2.0 million, which have been settled with its Parent either in an intercompany account or equity.

At December 31, 2006 the Company had federal net operating loss carryforwards of $31.8 miilion, which will expire
between 2024 and 2026. At December 31, 2006, the Company had state operating ioss carryforwards for tax purposes
approximating $23.9 million, which will expire between 2009 and 2026.

The Company applies the “with and without™ inra-period tax allocation approach described in the Emerging Issues Task
Force (EITF) release Topic D-32 in determining the order in which tax attributes are considered. Under this approach a
windfall benefit is recognized in additional paid in capital only if an incremental benefit is provided after considering all
other tax auributes presently available to the Company. The Company measures windfall tax benefits considering only
the direct effects of the stock option deduction. In the current year, there were no windfall tax benefits, only tax
shortfalls, the tax impact of which was offset by the change in the valuation allowance.

The company has elected to apply the alternative transition method to calculate the historical pool of windfall tax
benefits available as of the date of adoption of FAS 123(R) as described in FASB Staff Position No. FAS 123(R)-3.

:' NO Benefit Plans

First Albany Companies Inc., the Parent, has established several stock incentive plans through which employees of the
Company may be awarded stock options, stock appreciation rights and restricted common stock, which expire at various
times through April 30, 2015. In April 2006, the Board of Directors authorized an additional 300,000 shares to be
granted under the 1999 LTIP Plan. The following table is a recap of all plans as of December 31, 2006:

Stock awards authorized for issuance 10,606,015
Stock awards used:
Stock options granted and outstanding 1,826,826
Restricted stock awards granted and unvested 1,787,456
Options excreised and restricted stock awards vested 5,320,514
Options expired and no longer available 240,046
Total stock awards uscd 9,174,882
Stock awards available for future awards 1,431,133

Adoption of FAS 123(R)

For options granted prior to December 31, 2002, compensation expense was not required to be recognized in the
consolidated financial statements. On Januvary 1, 2003, the Parent and Company adopted FAS 123, using the prospective
method of transition described in FAS 148, Under the fair value recognition provisions of FAS 123 and FAS 148, stock
based compensation cost was measured at the grant date based on the award and was recognized as expense over the
vesting period for awards granted after December 31, 2002,

On January 1, 2006, the Parent and Company adopted FAS 123(R). In adopting FAS 123(R), the Company applied the
modified prospective application transition method. Under the modified prospective application method, prior period
financial statements are not adjusted. Instead. the Company will apply FAS 123(R)} for new awards granted after
December 31, 2005, for any portion of awards that were granted after January 1, 1995 and have not vested by January 1,
2006 and for any outstanding liability awards. The impact of applying the nominal vesting period approach for awards
with vesting upon retirement eligibility and the non-substantive approach was immaterial. Upon adoption of FAS
123(R) on January 1, 2006, the Company recognized an after-tax gain of approximately $0.4 million as the cumulative
effect of a change in accounting principle, primarily attributable to the requirement to estimate forfeitures at the date of
grant instead of recognizing them as incurred. The estimated forfeiture rate for 2006 was 25%.



For the twelve month period ended December 31, 2000, the effect of adopting FAS 123(R) was to increase the loss from
continuing operations by $0.2 million, increase the loss before income taxes by $0.2 million, decrease the net loss by
$0.2 million including the cumulative effect of an accounting change, increase cash flow from operations by $0.0, and
increase cash flow from financing activitics by $0.0.

For the twelve-month period ended December 31, 2006, including the cumulative effect of accounting change for 2000,
total compensation expense for the Company, for share based payment arrangements was $6.9 million and the related tax
benefit was $0.0. There were no significant modifications or plan design changes made during the twelve-month period
ended December 31, 2006. At December 31, 2000, the total compensation expense for the Company, related to non-vested
awards not yet recognized is $6.6 million, which is expected 1o be recognized over the remaining weighted average vesting
period of 1.6 years. The amount of cash used to settle equity instruments granted under share based payment arrangements
during the twelve-month penod ended December 31, 2006 was $0.1 million.

The following table reflects the effect on net loss if the fair value based method had been applied to all outstanding and
unvested awards in each period related to employees of the Company:

(In thousands of dollars) 2005
Net loss, as reported $ (26,485)
Add: Stock-based employee compensation expense

included in reported net loss, net of tax 169

Less: Total stock-based cmployee compensation expense

determined under fair value based method for all

awards, net of tax (659)
Pro forma net loss $ (26,975)

Options

Options granted under the plans established by the Parent have been granted at not less than fair market value, vest over
a maximum of five years, and expire ten years afler grant date. Option transactions for the two year period ended
December 31, 2006, under the plans were as {follows:

Shares Weighted
Subject Average
To Option Exercise Price

Balance at December 31, 2004 2,714,352 £ 8.23
Options granted 15,000 6.73
Options exercised (91,091) 5.75
Options forfeited (145,452) 6.66
Balance at December 31, 2005 2,492,809 h) 8.40
Options granted - -
Options exercised (9,468) 577
Options forfeited {656,515) 8.31
Balance at December 31, 20006 1,826,826 $ 8.45

Options are exercisable when they become fully vested. The intrinsic value of options exercised during the twelve-
month periods ending December 31, 2006 and 2005 was $7 thousand and $170 thousand, respectively. The amount of
cash received from the exercise of stock options during the twelve-month period ended December 31, 2006 was 355
thousand. The tax benefit realized from the exercise of stock options during the twelve-month period ended December
31, 2006 was $0.0. Shares issued by the Company as a result of the exercise of stock options may be issued out of
Treasury or authorized shares available. At December 31, 2006, 1,804,056 options were exercisable with an average
exercise price of $8.40, and a remaining average contractual term of 4.3 years. At December 31, 2006, 1,826,826
options outstanding had an intrinsic value of $0.0.
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The following table summarizes information about stock options outstanding under the plans, established by the Parent,

at December 31, 2006:
}—f Outstanding t I Exercisable —{

Exercise Average Average Average

Price Lifc Exercisc Exercise
Range Shares (vears) Price Shares Price
$4.60 - 36.44 458,241 4,42 h 5.70 457,967 $ 5.70
$6.53 - §$9.14 1,083,371 4.03 8.06 1,076,707 8.07
$9.47 - 51326 36,000 7.01 13.11 36,000 13.11
$1335 - §$18.70 249214 4.95 14.52 233,382 14.48
1,826,826 4.31 S 8.45 1,804,056 S 8.40

At December 31, 2005, 2,329,671 options with an average exercise price of $8.25 were exercisable.

The Black-Scholes option pricing model is used (o determine the fair value of options granted. There were no options
granted in 2006. Significant assumptions used 1o estimalte the fair value of share based compensation awards include the

following:

2005
Dividend yield 2.97%
Expected volatility 41.00%
Risk-free interest rate 3.80%
Expected lives (in years) 5.34
Weighted average fair value of options granted $2.19

Since no options were granted in 2006, the above assumptions have not been established for 2006.

Restricled Stock

Restricted stock awards, under the plans established by the Parent, have been valued at the market value of the Company’s
common stock as of the grant date and are amortized over the period in which the restrictions are outstanding, which is
typically 2-3 years. If an employee reaches retirement age (which per the plan is age 65), an employee will become 100%
vested in all outstanding restricted stock awards. For those employees who will reach retirement age prior to the normal
vesting date, the Company will amortize the expense related to those awards over the shorter period. Unvested restricted
stock awards are typicaily forfeited upon termination afthough there are certain award agreements that may continue to vest
subsequent to termination as long as other restrictions are followed. The amortization related to unvested restricted stock
awards that continue to vest subsequent to termination is accelerated upon the employees’ termination. Restricted stock
awards for the twelve-month periods under the plans were as follows:

Weighted
Unvested Average Grant-
Restricted Date
Stock Awards Fair Value
Balance at December 31, 2004 1,919,944 11.64
Granted 1,344,572 921
Vested (700,580) 11.06
Fortified (329,611) 11.14
Balance at December 31, 2005 2,234,325 ) 10.43
Granted 932,212 4,58
Vested (1,011,993) 10.37
Forfetted {366,480) 8.91
Balance at December 31, 2006 1,788,064 3 7.73

The total fair value of awards vested, based on the fair market value of the stock on the vest date, during the twelve month
periods ending December 31, 2006 and 2005 was $5.8 million and $5.4 million, respectively.
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The fair market value of the awards will be amostized over the period in which the restrictions are outstanding, which
is approximately three years. During 2006 and 2003, $6.8 million and $9.0 million were expensed to the Company
related to restricted stock awards for the Company’s employees. At December 31, 2006 and December 31, 2003, the
Company's Parent had recorded $6.3 million and $12.5 million, respectively, in unearned compensation related to
restricted stock issuances for employees of the Company,

Other

The Company also maintains a tax deferred profit sharing plan (Internal Revenue Code Section 401(k) Plan}, which
permits eligible employees to defer a percentage of their compensation. Company contributions to eligible participants
may be made at the discretion of the Board of Directors. The Company expensed $0.2 million in each of the years ended
December 31, 2006 and 2005, respectively.

‘The Company has various other incentive programs that are offered to eligible employees. These programs consist of
cash incentives and deferred bonuses. Amounts awarded vest over periods ranging up to five years, Costs are amortized
over the vesting period and approximated $1.8 million in 2006 and $1.9 million in 2005. The remaining amounts to be
expensed are $0.6 million at December 31, 2006 and $0.8 million at December 31, 20035,

At December 31, 2006 and December 31, 2003, there was approximately $4.4 million and $5.1 million, respectively, of
accrued compensation on the Statements of Financial Condition related to deferred compensation plans provided by the
Company, which will be paid out between 2007 and 2016.

I 0 l Net Capital Requirements

The Company is subject to the SEC’s Uniform Net Capital Rule (Rule 15¢3-1) which requires the maintenance of
minimum net capital. The Company has elected to use the alternative method, permitted by the Rule, which requires that
the Company maintain minimum net capital equal to 2% of aggregate debit balances arising from customer transactions,
as defined, or $1 million, whichever is greater. At December 31, 2006, the Company had net capital of $19.5 million,
which was 536.41% of aggregate debit balances and $18.5 million in excess of required minimum net capital.

B 2 ”741
[NotE 13)

As part of its rading activities, the Company provides o institutional clients, brokerage and underwriting services.
While trading activities are primarily generated by client order flow, the Company also takes selective proprietary
positions based on expectations of future market movements and conditions and to facilitate institutional client
transactions. Interest revenue and expense are integral components of trading activities. In assessing the profitability of
trading activities, the Company views net interest and principal transactions revenues in the aggregate. Certain trading
activities expose the Company to market and credit risks.

Trading Activities

Market Risk

Market risk is the potential change in an instrument’s value caused by fluctuations in interest rates, equity prices, or other
risks. The level of market risk is influenced by the volatility and the liquidity in the markets in which financial
instruments are traded.

As of December 31, 2000, the Company had approximately $1.5 million of securities owned which were considered non-
investment grade. Non-investment grade securities are defined as debt and preferred equity securities rated as BB+ or
lower or equivalent ratings by recognized credit rating agencies. These securities have different risks than investment
grade rated investments because the companies are typically more highly leveraged and therefore more sensitive to
adverse economic conditions and the securities may be more thinly traded or not traded at all.

The Company seeks to mitigate market risk associated with trading inventories by employing hedging strategies that
correlate interest rate, price, and spread movements of trading inventories and hedging activities. The Company uses a
combination of cash instruments and derivatives to hedge its market exposures. The following discussion describes the
types of market risk faced by the Company:
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fnterest Rate Risk: Interest rate risk arises from the possibility that changes in interest rates will affect the
value of financial instruments. The decision to manage interest rate risk using futures or options as
opposed to buying or selling short U.S. Treasury or other securities depends on current market conditions
and funding considerations.

Equiry Price Risk: Equity price risk arises trom the possibility that equity security prices will fluctuate, affecting the
value of equity sccurities.

The Company also has sold securities that it does not currently own and will therefore be obligated to purchase such
securities at a future date. The Company has recarded these obligations in the financial statements at December 31, 2006
at market values of the related securities and will incur a loss if the market value of the securities increase subsequent to
December 31, 2006.

Credit Risk

The Company is exposed to risk of loss if an issuer or counterparty fails to perform its obligations under contractual
terms {“default risk™}. Both cash instruments and derivatives expose the Company to default risk. The Company has
established policies and procedures for mitigating credit risks on principal transactions, including reviewing and
cstablishing limits for credit exposure, requiring coltateral to be pledged, and assessing the creditworthiness of counter
parlies.

In the normal course of business, the Company executes, settles, and finances various customer securities transactions.
Executton of these transactions includes the purchase and sale of securities by the Company. These activities may
expose the Company to default risk arising from the potential that customers or counter parties may fail to satisfy their
obligations. In these situations, the Company may be required to purchase or self financial instruments at unfavorable
market prices to satisfy obligattons to other customers or counter parties. In addition, the Company seeks to control the
risks associated with its customer margin aciivities by requiring customers to maintain collateral in compliance with
regulatory and internal guidelines.

Liabilities to other brokers and dealers related to unseitled transactions (i.e., securities failed-to-receive) are recorded at
the amount for which the securities were acquired, and are paid upon receipt of the securities from other brokers or
dealers. In the case of aged securities failed-to-receive, the Company may purchase the underlying security in the market
and seek reimbursement for losses from the counter party.

Concentrations of Credit Risk

The Company’s exposure to credit risk associated with its trading and other activities is measured on an individual
counter party basis, as well as by groups of counter parties that share similar attributes. Concentrations of credit risk can
be affected by changes in political, industry, or cconomic factors. The Company’s most significant industry credit
concentration is with financial institutions. Financial institutions include other brokers and dealers, commercial banks,
finance companies, insurance companies and mvestment companies. This concentration arises in the normal course of
the Company’s brokerage, trading, financing, and underwriting activities. To reduce the potential for concentration nisk,
credit limits are established and monitored in light of changing counter party and market conditions. The Company also
purchases securities and may have significant positions in its inventory subject to market and credit risk. Should the
Company find it necessary to sell such a security, it may not be able to realize the full carrying value of the security due
to the significance of the position sold. In order to control these risks, securities positions are monitored on at least a
daily basis along with hedging strategies that are employed by the Company.

Derivative Financial Instruments

The Company does not engage in the proprietary trading of derivative securities with the exception of highly liquid
treasury and municipal index futures contracts and options. These index futures contracts and options are used primarily
te hedge securities positions in the Company’s inventory. Gains and losses on these financial instruments are included
as revenues from principal transactions. Trading profits and losses relating to these financial instruments were as follows
for the years ending December 31:
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(In thousands of dollars) 2006 2005

Trading profits-state and municipal bond $ 2,124 $ 3,236
Index futures hedging 453 (1,621)
Net revenue $ 2,577 $ 1,615

The contractual or notional amounts related to the index futures contracts were as follows at December 31:

(In thousands of dollars) 2000 2005
Average notional or contract market value S (56,018) 5 (49,983}
Year end notional or contract market value $ (56,798) $ (18,699}

The centractual or notional amounts related to these financial instruments reflect the volume and activity and do not
reflect the amounts at risk. The amounts at risk are generally limited to the unrealized market valuation gains on the
instruments and will vary based on changes in market value. Futures contracts are executed on an exchange, and
cash settlement is made on a daily basis for market movements. Open equity in the futures contracts in the amount
of $2.4 million and $1.0 million at December 31, 2006 and 2003, respectively, are recorded as other assets. The
settlements of the aforementioned transactions are not expected to have a material adverse effect on the financial
condition of the Company.

INOTE 16]  Discontinued Operations

In May 2006, the Company closed its Taxable Fixed Income corporate bond division and in 2000 the Company sold its
Private Client Group.

Amounts reflected in the Statements of Operations are presented in the following table:

Twelve Months ended

December 31,

{In thousands of dollars) 2006 2005
Net revenues

Taxabic Fixed Income b 3083 % 14,029

Private Client Group - 50
Total net revenucs 3,083 14,079
Expenses

Faxable Fixed Income 5,586 20,031

Private Client Group 84 750
Total expenses 5,670 20,781
Loss before income taxes (2,587) (6,702)
Income tax benefit - (227)
Loss from discontinued

operations, net of laxes S (2,587} $ (6,475)

Taxable Fixed Income

The revenue and expense of the Taxable Fixed Income corporate bond division for the year ended December 31, 2006
include the activity of the operations, $1.7 million of costs related to the closing of this division, all of which was paid
prior to December 31, 2006, as well as other various residual activity. The revenue and expense of the Taxable Fixed
Income corporate bond division for the year ended December 31, 2005 represents the activity of the operations during
that time period. No interest has been allocated to Taxable Fixed income since this division was closed. Prior to closing
this division, interest was allocated primarilv based on the level of securities owned attributable to this division. The
Company had allocated interest expense to Taxable Fixed Income in the amounts of $0.2 million and $0.7 million for the
twelve months ended December 31, 2006 and 2005,
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Private Client Group

The Private Client Group’s expense for the year ended Decetnber 31, 2006 relates primarily to legal matters which were
related to the operations prior to its disposal offset by the reversal of $0.3 million in costs related to previously impaired
space which was put into service. The revenue and expense ol the Private Client Group for the year ended December 31,
2005 relate primarily to legal matters which were related to the operations prior to its disposal. For the periods presented,
interest was not allocated to the Private Client Group,

[NOTE 17]

New Accounting Standards

SFAS No. 157, Fair Value Measurements

In September 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 157, Fair Value
Measurements. This statement defines fair value, establishes a framework for measuring fair value in generally accepted
accounting principles in the United States of America, and expands disclosurcs about fair value measurements. SFAS
No. 157 1s effective for financial statements issued for fiscal years beginning after November 15, 2007. Therefore,
SFAS No. 157 will be effective for our fiscal year beginning January 1, 2008. The Company is currently evaluating the
impacts of SFAS No. 157.

SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilites—Including an amendment of FASB
Statement No. 115

In February 2007, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 159, The Fair Value Option
Jor Financial Assets and Financial Liabilities—lncluding an amendment of FASB Statement No. 115. This Statement
permits entities to choose to measure many financial instruments and certain other items at fair value. The objective is to
improve financial reporting by providing entities with the opportunity to mitigate volatility in reported earnings caused
by measuring related assets and liabilities differently without having to apply complex hedge accounting provisions.
This Statement is expected to expand the use of fair value measurement, which is consistent with the Board’s long-term
measurement objectives for accounting for financial instruments. SFAS No. 159 is effective for financial statements
issued for fiscal years beginning after November 15, 2007, Therefore, SFAS No. 159 will be effective for our fiscal year
beginning January 1, 2008. The Company is currently evaluating the impacts of SFAS No. 159.

FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes

In July 2006, the Financial Accounting Standards Bowrd (“FASB”) issued FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes (“FIN No. 48"7). FIN No. 48 clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements in accordance with FASB Statement No. 109, Accounting for income
Taxes. FIN No. 48 prescribes a recognition threshold and measurement of a tax position taken or expected to be taken in
a tax return. FIN No. 48 also provides guidance on derecognition, classification, interest and penalties, accounting in
interim periods, disclosure and transition. FIN No. 48 establishes a two-step process for evaluation of tax positions. The
first step is recognition, under which the enterprise determines whether it is more-likely-than-not that a tax position will
be sustained upon examination, including resolution of any related appeals or litigation processes, based on the technical
merits of the position. The enterprise is required to preswme the position will be examined by the appropriate taxing
authority that has full knowledge of all relevant information. The second step is measurement, under which a tax position
that meets the more-likely-than-not recognition threshold is measured to determine the amount of benefit to recognize in
the financial statements. The tax position is measured at the largest amount of benefit that is greater than 50 percent
likely of being realized upon ultimate settlement. FIN No. 48 is effective for fiscal years beginning after December 15,
2006. Therefore, FIN No. 48 is effective for our fiscal year beginning January 1, 2007. The cumulative effect of
adopting FIN No. 48 is required to be reported as an adjustment to the opening balance of retained eamings (or other
appropriate components of equity) for that fiscal year, presented separately. The Company is currently analyzing the
impact of adopting FIN No. 48. At this time the Company does not anticipate that FIN No. 48 will have a significant
impact on the financial statements.
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Subsequent Events

Stock Based Compensation Awards

On January 26, 2007, the Company’s Parent announced that the Board of Diirectors of the Company’s Parent approved a
Program designed to incentivize employees and better align thetr interest with those of the Company’s shareholders. The
Program covers selected current employees of the Company and is comiprised of two components. First, the employees
wiil be allowed to rescind outstanding restricted share awards and the Company will grant them stock appreciation
nights. Second, the Company will reprice outstanding out-of-the-money stock options held by the employees. Stock
appreciation rights granted, and stock options repriced, pursuant to the closing market price of Parent’s stock following
the completion of the offers to the employees.

The reprice component is subject to shareholder approval. In addition, the Parent intends to seek shareholder approval
for the increase in the number of shares that may be issued upon exercise of stock appreciation rights, although such
approval is not necessary for the issuance or exercise of the stock appreciation rights. The Parent intends to seek such
approvals at its next regular annual shareholders niceting.

The rescission of outstanding restricted share awards and the grants of stock appreciation rights will be affected pursuant
to an offer expected to conumence in the {irst quarter of 2007, The repricing will be effected pursuant to an offer
expected to commence following shareholder approval. The financial impact of the Program on the Company will
depend on the rate of employee participation, the value of the Parent’s common stock in the future and the shareholder
approvals referred to above. The Program could result in the issuvance of up to an additional 4.8 million shares of the
Parent’s common stock. (Sec “Benefit Plans™ Note.}

Other
On February 16, 2007, Gordon J. Fox voluntarily resigned his employment with First Albany Capital Inc. as Executive
Managing Director and Chief Operations Officer. Mr. Fox also served as Executive Managing Director of the

Company’s Parent, First Albany Companies Inc. The Company does not currently intend to replace Mr. Fox, but instead
has distributed his duties and responsibilities among other employees.
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SCHEDULE I

COMPUTATION OF NET CAPITAL UNDER RULE 15¢3-1 OF THE SECURITIES AND EXCHANGE
COMMISSION
Al December 31, 2006

(In thousands of dollars)

Total stockholder’s equity 3 31,344
Add habilitics subordinated to claims of general creditors 4,424
Other allowable credits 2,500
Total capital and allowable subordinated liabilitics 38,268
Deductions and/or charges for nen-allowable assets
( Schedule [A) 5,413
Additional charges:
Aged fail-to-deliver 39
Aged short security differences 9
Customers’ sceurity accounts 86
Other deductions §82
Total deductions and charees 6,429
Net capital before haircuts 31,839

Haircuts on sceurities, computed, where applicable,
pursuant to 15¢3-1{f):

Bankers’ acceptance, certificate of deposit 191
United States government obligations 574
State and municipal govermment obligations 7,339
Corporate obligations 1,484
Stocks and warrants 1,732
Options 209
Unduc concentration 77
Other 22
Total haircuts on securities 12,322

Net capital 3 19,517




COMPUTATION OF ALTERNATE NET CAPITAL REQUIREMENT

At December 31, 2006
(In thousands of dollars)

Net capital requirement;
2% of combined aggregate debil items as shown in

formula for reserve requirements pursuant to Rule 15¢3-3 73
Minimum net capital requirement 1,000
Net capital requirement (greater of 2% of aggregate debits

or minimum net capital requirement) 1,000
Excess net capital 18,517
Percentage of net capital to agpregate debits 536.41%
Percentage of net capital, after anticipated capital

withdrawals, to aggregate debits 427.52%
Net capital in excess of the greater of 3% of combined

aggrepgate debit items or 120% of mininum net capital requitements 18,317




SCHEDULE 1A
SCHEDULE OF NON-ALLOWABLE ASSETS
At December 31, 2006
(In thousands of dollars)

Securtties owned, not readily marketable. ut estimated famr value S 303
Marketable securities owned, wiith 100% haircut pursuant to [5¢3-1 315
regulations

Exchange memberships, at cost 1
Dividend and interest receivables greater than 30 days 17
Loans and advances 547
Due from syndicate managers 454
Prepaid expenses 1,246
Underwriting income receivable 1,569
Receivable from Parent and Affiliates 156
Other non-allowable assets 805
Total non-allowable asscts $ 5413
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SCHEDULE 11

COMPUTATION FOR DETERMINATION OF RESERVE REQUIREMENTS
UNDER RULE 15¢3-3 OF THE SECURITIES AND EXCHANGE COMMISSION
At December 31, 2006
(1n thousands of dollars)

CREDIT BALANCES:
Free credit balances and other credit balances
I customers’ security accounts 3 1,845
Monics borrowed collateralized by securitics
carried for the accounts of customers 10
Monies payabie against customers' securities loaned -
Customers’ sccurities failed to receive 70
Credit balances in firm accounts, which are attributable to
principal sales to customers 1
Market value of short security count differences
over 30 calendar days 9
Market value of short securitics and credits in atl suspense
accounts over 30 calendar duys 80
Other -
TOTAL CREDITS 2,015

DEBIT BALANCES:

Debit balances in customers' cash and margin

accounts excluding unsecured accounts and account

doubtful of collection, net of deduction pursuant

to Note E, Exhibit A, Rule 15¢3-3 2,894
Securities borrowed to effectuate short sales by

customers and securitics borrowed o make delivery

on customers’ securitics failed to dehiver -
Failed to deliver of customers' securities not older than 30 calendar days 744
Margin required and on deposit with the Options Clearing Corp.

for ail option contracts written or purchased in customer accounts -
Aggregate debit items 3,638

Less 3% (for alternative method) (109)

TOTAL 15c3-3 DEBITS 3,529
RESERVE COMPUTATION

Excess of total debits over total credits $ 1,514

Required deposit 3 -

Amount held on deposit in “Reserve Bank Account(s)”", including

value of qualified securities, at December 31, 2006 5 5,200

Amount of subsequent (withdrawals) and deposits (2,600)

TOTAL AMOUNT HELD ON DEPQOSIT IN “RESERVE BANK ACCOUNT(S)” 3 2,600

STATEMENT PURSUANT TO PARAGRAPH (d} (4) OF RULE 17a-5
There are no material differences between this computation and the corresponding computation in the unaudited Part I
Focus Report as of December 31, 2006.
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SCHEDULE I1I

INFORMATION RELATING TO THE POSSESSION OR CONTROL REQUIREMENTS
UNDER RULE 15¢3-3 OF THE SECURITIES AND EXCHANGE COMMISSION
At December 31, 2006
{In thousands of dollars)

The market valuation and the number ol items of:

1. Customers' fully paid securities and excess margin securities not in the respondent’s possession
or control as of the report date ({or which instructions to reduce to possession or control had

been issued as of the report date) but for which the required action was not taken by respondent
within the time frames specified under Rule 15¢3-3.

A, Number of items 1]

Customers’ fully paid securitics und excess margin securities for which instructions to reduce to
possession or control had not been issued as of the report date, excluding items arising from
"temporary lags which resull from normal business operations” as permitted under Rule 15¢3-3.

$ 0

A, Number of itcms ¢




